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1992 was a banner year for the Chinese economi. \litively little world media attention, Chinahéeved a spectacular 12.8 percent output growth rat
and at the same time laid the ground for an amtsiteconomic reform program. The achievements wsgrecilly notable in view of the general doldrums i
the world economy and the immense difficulties emtered by the formerly socialist economies in &zsEurope and the former Soviet Union. Impressed
by this outstanding performance, some observedigirhe rise of China as a world economic supergyan the next century.

This Letter reviews China's rapid growth and redatiton to economic reform in 1992 and assessestbetbhort-run and the long-run prospects of its
economy. While generally optimistic about its fetpit also calls attention to some major challerfgesg China. China's successful take-off to aghie
sustainable economic growth into the next centulydepend critically on whether it will be able twercome existing structural weaknesses in ite@uy.

Flying High

Nothing exhilarates as success, and China's ecorerfiormance in 1992 was indeed exhilaratingoutput growth rate accelerated to 12.8 percent ffdn
percent the year before. The growth was broad-bdYeal agricultural output rose 4 percent, andgtiaén harvest was the second highest on record.
Industrial output rose 20 percent, on top of a @tent increase in 1991. Most remarkable was teagrhenal 60 percent output growth of rural and
township industries, which in 1992 employed a tofal 00 million workers and accounted for aboufp&vcent of the nation's total labor force. Fordrgale
also grew rapidly: exports rose by 23 percent amgbits increased by 18 percent. Attracted by a limmpeconomy and availability of low-cost labor and
land, foreign direct investment reached $11 billiorore than double the volume in 1991. In additamjdst this rapid expansion inflation remained
moderate: retail prices increased 5.3 percentrarp #.0 percent the year before.

The boom in 1992 was an acceleration of recovem fa prolonged recession in 1989-90. The recesganbrought on by a severe austerity program
launched in September 1988 in order to fight ifdlat The program was remarkably successful in agiigts goal: the retail price inflation rate fébm 27
percent in 1988 to 6 percent in 1989 and nearineite second half of 1990. In 1991, the authaitiautiously eased up controls; the economy regubnd
quickly, with output rising 7 percent, up from 4dah percent in 1989 and 1990. Then in 1992, thiecaities pulled out all the stops: investment exjiemes
rose a whooping 33 percent, while the broad-moWg) @rowth rate reached an 8-year high of 30 pdrdénder these strong stimuli, output growth
accelerated to nearly 13 percent, second onlyetdittorical high of 14.6 percent in 1984.

Economic Reform

1992 is also notable because it marks the stdlteathird stage of China's economic reform--th&t fwo beginning in 1979 and 1984, respectivelye year
opened with a clarion call by Deng Xiaoping to deee the pace of economic reform. In his celelrdSpeech After the Southern Tour", Deng strongly
berated the "obstructionists" who wished to cliaghte old system, and called for bold, across-thes:db economic reform in order to let market forgley a
greater role in a "socialist economy with Chinesaracteristics." The speech signaled a major chanitpe direction of the country's economic policy.

Previously, for three years from 1989 to 1991, mafavas put on hold in the name of combating irdlatiSince the only policy instrument availablehe t
authorities for fighting inflation was direct coaols through the old planning framework, the segiafer in policy making shifted markedly back te th
central planning authorities. In that environmeténning control was king, and mere talks of ecocaeform were taboo.

Deng's speech changed all that. Immediately dfeespeech, a carefully orchestrated nationwide mewéwas launched to study the speech, and senior
officials and researchers were directed to preparemprehensive program for the implementatiomefideas contained in that speech. Suddenly, the
atmosphere changed. Reform came back in voguepfinidls at all levels and in all regions begativagy pushing for reform.

Some interpret this abrupt change as another deratios of Deng's undisputed leadership in Chingh@dt disputing the obvious, there is nevertheless
another way to look at this remarkable phenomenon.

It is common knowledge that even during the timéglft spending controls in 1989-90, regions ingbhath--Guangdong Province and the three Special
Economic Zones along its coast--were seeminglytfréevest and extend credit as much as they waSaehe attribute this to the local officials' spéci
connections with top officials in Beijing. Howevem equally plausible explanation is the regiolisececonomic integration with neighboring Hong gon
During 1989-91, while investments from the indwtcountries dwindled, those from Hong Kong andvEai rose precipitously and concentrated mainly in
the southern regions, where the local authoritiesevinighly permissive and accommodative toward baign and domestic investors, in contrast to the
tight controls in the rest of the country. The spidatitude granted to the local authorities irdh regions perhaps reflected a recognition ofetiens’

special role in attracting much needed capitaltantinology from Hong Kong and Taiwan. In any cése by foreign capital inflows, the resultant rapid
economic growth and prosperity in these regionsulmeca giant magnet sucking in a large and risimgnwe of capital and skilled labor from the restiu#
country. For the rest of the country, the situatias intolerable. Presumably, rising political gtegs from the rest of the country made the palignge
inevitable.

Indeed, among the first actions of the policy cleamwgs permission granted local authorities actwssaountry to establish "special development zongti'
a virtually free hand to offer incentives for attiag domestic or foreign capital to develop lacalustries. The local authorities wasted no timawail
themselves of this opportunity. The number of szmies jumped from 117 at the end of 1991 to mae $H000 at the end of 1992. Conceivably, a
substantial portion of the 33 percent increasevestment expenditures in 1992 was due to the gmarnments and the businesses they established.



In the meantime, a comprehensive reform programdreasn up by the State Commission on Restructutiageconomic System. The program was
approved and promulgated by the State Council irchithis year. As promised, the program was trolgbaimed at clearing away nearly all the remnants
of the old economic structure that continue to idgthe working of market forces, in areas rangingfstate enterprises, price controls, commoditgketa,
foreign trade, investment restrictions, governnimrget and revenue sharing, banking and financakets, wages, unemployment insurance, housing, and
medical care. Reports from China indicate that é@npntation of parts of the program has alreadytuegu instance, in the laying off of idle workersstate
enterprises.

Near-Term Prospects

The near-term prospects of China's economic grogiend crucially on the authorities' assessmeifisofisk of inflation currently in the economy. @vke
past year, a debate has been raging in China dwether the economy has become "over-heated." Mibsere not concerned argue that the rapid growth i
1992 was a natural rebound from the prolonged H88:cession, that the high money and investmenttgrwas to meet pent-up demand, and that in fact
the inflation rate measured by retail prices watequoderate. Those who are concerned point tonthre than 11 percent rise in the cost of livingexdor
residents of 35 major cities, the 13 percent nisihé prices of capital goods, and within that inttee 16 percent rise of electric machinery prized the 18
percent rise in cement prices. In addition, theyne) the nation's transportation capacities weesdl severely strained, meeting only 60 percedeafand.
They fear that sooner rather than later the stifeibén the production sectors last year will bpiter to affect consumer prices this year.

Recently released data indicate that rapid growitticued into the first quarter of 1993, with outptia level 14 percent higher than the same péagid
year, industrial output 22 percent higher, investniy state enterprises an astounding 70 percghehiand that by local governments 80 percentenight
the same time, signs of accelerating inflation hegwgeared. Retail prices in major cities were I'6gy higher, and those in the countryside more &ha
percent higher, than last year. The $1.2 billi@aér surplus during the first quarter of 1992 turiméol a $1.2 billion deficit this year.

Under these conditions, reportedly actions haweadly been taken to restrain inflation: orders tgoree out to banks over the country not to exceedated
credit limits, and many investment projects havenbeanceled our postponed. If these measuresfaotiwdly carried out, an explosive boom-and-buighmn
be avoided. One would then expect a significanglown of output growth from its rapid pace lasaiygo perhaps 8 percent as in the official forecas
However, in view of the signs of inflationary presss that have already surfaced, retail pricedikaly to rise more than 10 percent for the yeather than
the 6 percent envisaged in the official forecast.

Long-Term Prospects

During the decade of the 1980s, China achievedhaniebly high average growth rate of 9 percentaa. yEhe achievement was attributable to the economi
reform since 1979, which has released abundantptied initiative, talents, and energy to seek apputies for improved standard of living. Givereth
nation's renewed commitment to economic reformigh savings rate, its large pool of under-utdizebor, its low level of technology, and the wateas of
structural adjustments yet to be explored, theewésy reason to be optimistic about China's lamggrowth prospect.

This optimism, however, is predicated on the naitong-term commitment to economic reform andr@goundness of the reform program. Although
economic reform has benefited the vast majoritthefpeople, commitment to reform is a politicaliden. In every reform there are always winners and
losers, and there is no guarantee that the wik@fminority losers would not dominate over thathaf majority winners--especially in a country liRkina,
where the direction of political winds is particiyehard to predict.

As to the soundness of the reform program, singeitsnbroad outline was made public recentlysibbviously premature to attempt any serious asssds
Nevertheless, from the scope and general thrusiechnnounced program one does gain an imprest@neadiness to depart from the piecemeal approach
to reform in the past and replace it with a systaproach that takes into consideration the intkify relationships of the various parts of thenef

program. For instance, the perennially loss-makbage enterprises have been a millstone that higdhedkdown government finance and at the same time
obstructed reform of the financial system; reforfnthe inefficient state enterprises in turn hashbiegpeded by not having a "safety net" to providading,
medical care and other types of adjustment assistimworkers laid off from these enterprises; yetdo provide this safety net would require furgdwhich
presently the government can ill afford, given ploer state of its finance. It appears that a pieampproach can no longer meet the present néeds o
reform. Whether the newly announced comprehensiieem program can break this gridlock remains gdid seen.

Conclusion

Reform of centrally planned economies is an unelaerritory. Using a piecemeal, experimental apgihcsince 1979, China has attained remarkable ssicce
in shedding many of the shackles that had depitggakople of the fruits of modern economic groveth enjoyed by the peoples of the industrial céestr

and the newly industrialized economies in the Ra8i&sin region. China's growth performance sirferm began, and especially in 1992, has been
impressive. In the short run, its ability to acl@eustained rapid growth will depend on its suctesgfusing the current threat of inflation with@mnother
recession. In the long run, despite reform, theldla that remain continue to restrain the natromfexploiting its full growth potentials. The aathiies in
China appear to have recognized the limitationth®fpiecemeal approach and now have adopted ahdlroad reform program. The world waits, with
interest and good wishes, for its successful ouecom
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